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FOREWORD 


In recent years, collegiate business edtivation has made increas- 
ing use of business cases which describe specific business situations 
and call for management decisions. The Harvard School of 
Business pioneered in introducing this method of teaching and is 
the recognized leader in this field. Dr. Justin G. Longenecker, of 
the Hankamer School of Business, was selected to be one of twenty 
participants from leading American business schools taking part 
in the Ford Foundation-sponsored Summer Case Seminar at the 
Harvard Business School last summer. In this issue of Baylor 
Business Studies he gives an account of the use of the case method 
at the Hankamer School of Business. 


Much interest and some concern has been expressed about the 
recent movements of gold out of the United States’ gold stock. 
The significance of these movements is examined in the second 
article of this issue. 


In the last article, Dr. Emerson O. Henke examines the be- 
havior of corporate management under modern conditions. Dr. 
Henke gathered the materials for this study while doing graduate 
work at Indiana University. Results of the study were presented 
to the Waco Philosophy Club in the spring of 1958. Dr. Henke 
has revised the article for Baylor Business Studies. 
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THE CASE METHOD IN BUSINESS EDUCATION 
Justin G. Longenecker 


WHAT IS THE CASE METHOD? 


During recent years, an educational technique known as the 
“case method” has gained increasing acceptance in business schools 
both in the United States and abroad. Although certain “fad” 
aspects may explain a part of its popularity, instruction through 
cases is far too extensive to consider it a mere passing fashion. 


The Case 


The case replaces the textbook in classes using the case method. 
It is typically an account or story concerning a business firm and 
presenting a situation confronting an administrator. Some cases 
clearly specify the problem or problems facing the executive ; other 
cases merely “hint” at the basic problems. In practically all cases, 
there is a need for action or decision by the appropriate executive. 

Cases vary considerably in detail. In length, they range from 
one page to forty or more pages. Ten to twenty-page cases are 
typical. Some deal with the over-all problems and objectives 
of a business concern, requiring decisions concerning expansion, 
product lines, marketing policies, and so on. Other cases deal 
with more restricted issues, e.g., “Should John Jones be dismissed 
because of insubordination?” “Should an incentive pay plan for 
salesmen be adopted?”, or “Should the firm attempt to sell com- 
mon stock ?” 


The Case Method 


Class sessions are devoted to discussion of the case material. 
In particular, an attempt is made to understand the real problems 
of the business. The apparent problem is not always the basic 
problem, and solving the wrong problem does not cure the trouble. 
In working toward an understanding of the basic issues, students 
are expected to draw upon the factual material presented in the 
case. Broad generalizations and seemingly obvious answers are 
quickly challenged if they conflict with information presented in 
the case. Insights are gained in this process of analysis and 
reasoning, and the group is led to careful evaluation of the most 
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6 BAYLOR BUSINESS STUDIES 


realistic alternatives open to the executive. 


Roles of instructor and students are somewhat different than 
those traditionally assumed. Students carry the burden of class 
discussion, making the analysis and weighing the pertinent factors. 
The instructor does not provide the answer. In fact, it is seldom 
that one right answer can be demonstrated to the satisfaction of 
all—a point that is readily recognized by executives who make 
difficult decisions. There is consequently no proof on many ques- 
tions that the professor’s judgment is superior to that of his stu- 
dents. 


The instructor serves as discussion moderator, asking questions, 
providing points of information, and guiding the discussion in a 
somewhat systematic fashion. He cannot be the “expert” that stu- 
dents frequently expect their professors to be. If he poses as an 
expert, or permits students to view him as such, class members 
simply seek to detect his point of view rather than to think for 
themselves. The philosophy must be that of a group search for 
understanding. Efficient use of the case method demands a top 
quality instructor in this unusual role. With incompetent leader- 
ship, it can be little better than any other method of instruction. 


Users and Uses of the Case Method 


The Harvard Graduate School of Business Administration has 
been the pioneer in development and use of the case method.! From 
the time of its founding in 1908, the Harvard Business School 
concentrated upon problems of business executives requiring ad- 
ministrative decision. Case materials were gradually developed, 
and the School currently operates almost exclusively on the case 
method. Case instruction is provided not only for regular graduate’ 
students but also for business executives attending various instruc- 
tional programs. 


Other business schools, but at the graduate and undergraduate 
level, have adopted the case method to varying extents. Probably 
every major business school uses it in some courses. Baylor's 


1Harvard’s use of the case method is discussed at length in the following 
volumes: Malcolm P. McNair and Anita C. Hersum, editors, The Case 
Method at the Harvard Business School (New York: McGraw-Hill Book 
Company, Inc., 1954); Melvin T. Copeland, And Mark An Era (Boston: 
Little, Brown and Company, 1958). 
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CASE METHOD 7 


Hankamer School of Business has for a number of years used 
cases in such areas as management, business policy, human rela- 
tons, and marketing. The M.B.A. program launched in 1959 in- 
cludes a seminar in policy and administration which is expected to 
employ the case method. Other seminars and graduate classes 
will also use cases in varying degrees. Universities have no ex- 
clusive title to the case method. As its values have been demon- 
strated, business has adopted it in training and development pro- 
grams for supervisory and executive personnel.’ 


The case method has been used more extensively in manage- 
ment and marketing areas than in other fields. Numerous finance 
courses are also taught by the use of cases. Accounting, and even 
statistics, have also moved in the direction of instruction through 
cases. 


OBJECTIVES AND VALUES OF CASE METHOD 
EDUCATION 


The case method competes with the traditional lecture-text- 
hook pedagogical technique. Justification for some use of the 
newer method is to be found in the educational objectives of the 
school of business. 


Business Principles and Laws 


One of the difficulties involved in preparing a student for a 
business career is the lack of well-established principles or laws. 
In contrast to the natural sciences, the literature of business is 
filled with such phrases as “tendency,” “in the long run,” “in most 
cases,” and “typically.” It is dangerous to point to so-called prin- 
ciples in the textbook and assure the student that mastery of these 
will provide him useful answers to the problems he will face in the 
future. 


Many seemingly sound principles, when stated abstractly, lack 
value for the practitioner. The principle proves to be either a 
hopelessly broad generalization of little practical value (“‘pay a fair 


2An example of industrial use is presented in the following report of 
Bendix Radio Division’s experience: F. Gordon Barry and C. G. Coleman, 
Jr., “Tougher Program for Management Training,” Harvard Business Re- 
view, November-December, 1958, pp. 117-125. 
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8 BAYLOR BUSINESS STUDIES 


wage’) or subject to qualification because of the circumstances 
(“executives should have from three to seven subordinates” ). 


Gap Between the Classroom and Business 


Generalization about business administration in textbooks and 
lectures has resulted in some divergence between “theory” as 
taught in the classroom and “practice” in business. This discrep- 
ancy is generally recognized even though exaggerated. Professors 
are occasionally accused of living in “ivory towers.” When the 
graduate reports for work, he is told, “This is the way we do it 
in the real world” or “That may be theoretically correct, but it is 
impractical.” 


It is obviously impossible to duplicate perfectly the business 
situation in the classroom. It might be undesirable even if possible. 
Certainly, collegiate business education cannot concern itself with 
the minutiae and trivia of the business world. Business education 
is vulnerable, however, if too great a gap exists between education 
and life. Use of the case method forces the attention of educator 
and student alike to the realities of business administration. Gen- 
eral ideas are examined in a variety of specific, concrete business 
situations. 


Active Participation by Students 


In the customary atmosphere of the lecture, the student assumes 
a relatively passive role. He is expected to absorb the knowledge 
made available to him through the textbook and the remarks of the 
instructor. Any instructor knows, however, that these expecta- 
tions are often unrealized. Indeed, the serious question is whether 
very much real knowledge can be passed along in this way. 


_ Many of those who have extensive experience in teaching by 
the case method emphasize the change from passive to dynamic 
learning on the part of the student. The student is no longer a 
sponge soaking up the wisdom of his superiors. . Rather, he is an 
active participant in the learning process. The following state- 
ments of Professor Malcolm P. McNair point up this need for 
active student involvement in learning: 


Nothing could be less true, I think, than that passively ac- 
quired knowledge confers any power on the recipient. This 
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CASE METHOD 


is something which many college graduates have to learn to 
their sorrow when they get out into the world. When we 
say “Knowledge is power,” we mean something quite different. 
We mean that true knowledge consists of power, power to 
tackle a problem to break it down, sort out the facts, see what 
must be done, and then get it done. 


Now that kind of power can’t be conferred; it has to be ac- 
quired; and it has to be acquired by painstaking personal 
effort. That is why we shall ask you to travel the hard route 
of the case method instead of the easy route of the textbook 
and lecture method. We shall expect you to dig things out 
for yourselves, because real education is a process of drawing 
out the student’s mind, not of pouring in the instructor’s ideas.° 


It is clear that motivation of the student greatly influences the 
degree to which an idea “takes.” Cases have a way of “driving a 
point home.” One of the rewarding aspects for the instructor 
using cases is the interest and enthusiasm of students. Most of 
them rise to the challenge of independent thinking and analysis. 
It is this response which provides the dynamic feature of learning. 


Knowledge Versus Administrative Skill 


A distinction might be made between knowledge and the ap- 
plication of that knowledge. Certainly a univeristy education 
should develop understanding and knowledge concerning many 
areas of life. The professional business school, however, attempts 
to supplement general knowledge by the development of proficiency 
in some area of business. Perhaps the analogy of the beginning 
tennis player is appropriate. The instructor may carefully explain 
correct grasp of the racquet and proper swing, but the student 
cannot absorb more than an intellectual knowledge of tennis in 
this way. He must take some practice swings for himself. 


In the past, the business student began “taking practice swings” 
when he landed his first job. Experience was the only supple- 
ment to the theory he acquired. In contrast, the case method per- 
mits the student to take some “practice swings” in the classroom 
where mistakes are less costly. Furthermore, it permits a greater 
variety of experience in terms of type of industry and managerial 


3Malcolm P. McNair, ““Tough-Mindedness and the Case Method,” The 
Case Method at the Harvard Business School (New York: McGraw-Hill 
Book Company, Inc., 1954), p. 22. 
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10 3AYLOR BUSINESS STUDIES 
position than one individual could hope to secure in many years. 


Appropriate Areas for Cases 


The nature of the course affects the usefulness of cases as an 
educational tool. The case method appears rather inefficient as a 
device for teaching a well-formulated and systematized body of 
knowledge. The basic theory of accounting, for example, is prob- 
ably better taught by conventional methods. Furthermore, some 
basic knowledge must be secured before a student is prepared to 
deal with business problems. This would lead to greater emphasis 
on cases for senior than for freshman students. 

Areas of study emphasizing administrative skill and judgement 
appear to be the most appropriate fields for extensive use of the 
case method. Most advanced business courses fit this description 
to a considerable degree. Business policy, human relations, and 
sales management provide particularly good illustrations of this 
type of course. 


THE BUSINESSMAN’S INTEREST IN 
THE CASE METHOD 


The use of case problems leads to a closer tie between educa- 
tional institutions and business concerns. It is desirable that both 
professors and businessmen understand the importance of this 
connection. 


Education of Business Managers 


Business has an obvious stake in the education of its manage- 
ment group. Any technique which can substantially improve the 
quality of management training deserves the interest and support 
of the business community. 

As noted above, some management development programs 
within industry currently utilize the case method. Other executive 
personnel participate in case study discussions in conferences, 
university courses and other programs outside the business. Futher- 
more, the current crop of business students will constitute the 
managers of tomorrow. 


Raw Materials for Cases 


Raw materials for case studies must come from business 
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organizations. Fictitious cases “armchaired” by professors would 
be as unrealistic as the textbook-lecture approach has been in some 
fields. If the student and professor are to correctly understand 
and intelligently solve business problems, they must see them as 
they exist in the business world. 


Business leaders can contribute to business education by mak- 
ing available to case writers their experience and the problems 
they face in business life. As a practical matter, the case study 
usually begins with a discussion between the case writer (often a 
professor) and a business manager. If the conversation develops 
a problem or subject of interest to the case writer, he suggests 
the possibility of a particular case problem. If the manager 
agrees, the case writer typically schedules another conference or 
conferences with the manager and any associates whose viewpoint 
may be significant. Materials gathered in this way are then re- 
duced to written form and submitted to the original executive for 
clearance. The case writer treats such information with confidence, 
and refrains from using materials in any way unless and until 
cleared in writing by the cooperating firm. If the business execu- 
tive desires, the real identity of the firm can be carefully camou- 
flaged. If the final report is not approved by the businessman, 
it will never be used. 


It is easy for the busy executive to underestimate the value of 
this contribution. His particular problems seem to lack glamor 
and to be of questionable value for serious study. Managers of 
small concerns feel their firms are not sufficiently large to provide 
challenging case studies. Students who use the cases, however, 
need exposure to a variety of situations. Some of them will oper- 
ate small businesses of their own and thus profit from exposure 
to the atmosphere of such firms. 


Member schools of the American Association of Collegiate 
Schools of Business compile an intercollegiate bibliography of case 
materials in business administration. Cases listed in the annual 
editions of this bibliography are available for use in any business 
school. The business executive cooperating in the development of 
case studies can thus contribute to the cause of business education 
far beyond his local geographical area. 


While the contribution to an educational program must be the 
major motivation of cooperating business executives, it is possible 
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they may occasionally reap some direct benefits from the process. 
Discussion and description by an outsider of the factors in a prob- 
lem situation sometimes enable the executive to see a difficulty in 
a somewhat different light. 


CONCLUSIONS 


Widespread acceptance of the case method reflects the import- 
ant values discovered in this method of instruction. In particular, 
it produces active student participation, provides a sense of realism 
in business education, and helps to eliminate the gap between theo- 
retical knowledge of the classroom and practical wisdom of the 
operating executive. It appears particularly applicable to fields 
in which knowledge is incomplete, intangibles exist, the human 
factor is important, and numerous variables require consideration 
in reaching a decision. 


Business managers have an important stake in the case method 
because of its ability to better educate management personnel. 
Their practical cooperation in providing case materials and thereby 
helping to educate both teacher and student is indispensable to the 
success of the program 
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GOLD EXPORTS AND THE BALANCE OF 
INTERNATIONAL PAYMENTS OF THE 
UNITED STATES 


United States Export of Gold and Dollars: American business 
men and the reading public have been exposed to statements in 
the press that have ranged from mere puzzlement to alarmist on 
the subject of the recent exports of gold from this country. Both 
the increase in foreign owned bank balances and the purchase of 
gold by foreigners are the results of the thousands of transactions 
between persons and business firms in the United States and those 
in the rest of the world. The outcome of these transactions in 
terms of gold movements is of general interest because it involves 
the monetary system of the United States. The most recent 
balance of payments, seasonally adjusted, shows imports of goods 
excceding exports for the first time in many years.! This fact 
gives an appearance of urgency to the question of the significance 


of the adverse payments balance and the accompanying outflow of 
gold. 


Under the traditional international gold standard, as it operated 
prior to World War I, the leading currencies of the world were 
freely convertible into gold. A country that imported more than 
it exported was subject to demands for gold to make up the dif- 
ference. The export of gold from the deficit country was essential- 
ly a reduction in the quantity of money in that country and an in- 
crease in the amount of money in the gold-receiving country. It 
soon followed that, with less money bidding for the available goods 
and services, the gold-exporting country would experience a de- 
cline in prices. By the same rule, an increase in prices might 
occur in the gold-importing countries. At lower prices the goods 
of the gold-exporting country would become more attractive in 
world markets. At the same time citizens of that country would 
buy smaller quantities of higher priced foreign goods. With in- 
creased exports and decreased imports the gold-exporting country 
would find its balance of payments again in equilibrium and the 
gold drain would be at an end. 


After the first world war an attempt was made by the leading 


1U. S. Dept. of Commerce, Survey of Current Business, Sept. 1959, p. 9. 
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nations of the world to return to this “automatic” system. Nations 
attempting to retain the gold standard, however, became more 
and more unwilling to permit the price depressing effect of gold 
exports to take place. Deflation clearly aggravated the problem 
of unemployment. The money creating powers of central banks 
and governments were used to offset, with additional quantities of 
bank credit and paper money, the reduction in the money supply 
that took place with an export of gold.’ The trading nations were 
no longer operating according to the “rules of the game,” and the 
gold standard broke down in the decade of the thirties. 


At the present time monetary gold (as distinguished from gold 
used in industry or the fine arts) has two uses among the nations 
of the world. Gold is used as the reserves of the monetary system 
and as a store of international currency. As a store of interna- 
tional currency or purchasing power a quantity of gold held by the 
central bank or treasury of a nation supplies the means of paying 
for essential imports during any period in which exports are not 
sufficient to balance imports. In some countries, including the 
United States, a fixed percentage of gold is required by law as a 
reserve against specified kinds of money. This requirement is 
not essential to satisfactory operation of a monetary system, but 
a sudden modification of the law might bring about a damaging 
loss of confidence in the currency. The only danger apparent 
in the continuing export of gold from the United States is that of 
impairing the ability to maintain these gold reserve requirements 
against the quantity of money needed to carry on the business of the 
country. 


In the United States the Treasury has custody of the nation’s 
stock of monetary gold. In order to maintain the equivalence of 
gold and dollars the Treasury freely buys or sells gold, upon re- 
quest of foreign banks or governments, at the fixed price of $35 
an ounce. When it sells gold the dollars that go to pay for the gold 
disappear from the monetary system, leaving less money in the 
country and smaller amounts of loanable funds in the banking 
system. The reduction in the quantity of money and bank reserves 
will be offset, however, by the money creating power of the Federal 
Reserve system, if the Federal Reserve authorities are of the opinion 
that more money and bank credit are needed. 


2For a statistical and economic study of these actions see League of Na- 
tions, International Currency Experience, Geneva, 1938. 
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In any event it is this maintaining of international equivalence 
of the dollar with gold that makes it possible for other nations to 
acquire gold from the United States at will, providing only that 
they have the necessary dollars with which to buy the gold. 


The United States Balance of Payments: To the extent that 
United States purchases of foreign goods and services, investment 
in foreign countries, and foreign aid grants supply other countres 
with more dollar income than is required to pay for their purchases 


TABLE 1 
UNITED STATES BALANCE OF INTERNATIONAL 
PAYMENTS FOR THE SECOND CALENDAR QUARTER, 
YEARS 1956-1959 
(Excluding Military Grant Aid) 


1956 1957 1958 1959a 
The U. S. Paid foreigners: 


For goods and services, total 4,997 5,318 5,250 5,968 
Merchandise 3,173 3,344 3,166 3,885 
Transportation, travel, and 

other services 891 968 1,026 1,068 
Military expenses 799 850 908 821 
Income on investments 134 156 150 194 

Grants, gifts, etc. 635 662 599 532 
Government 509 527 472 398 
Private 126 135 127 134 

Investments in foreign countries 899 1,563 1,247 925 
Government 209 199 222 314 
Private 690 1,364 1,025 611 

TOTAL 6,531 7,543 7,096 7,425 
The U. S. received payment from foreigners: 

For goods and services, total 6,009 7,010 5,920 5,801 
Merchandise 4,420 5,158 4,191 4,069 
Transportation, travel, and 

other services 894 1,071 943 975 
Military expenses 58 40 87 73 
Investment income 637 741 699 684 

Foreign investment in the U. S. 153 127 15¢ 165 
TOTAL 6,162 7,137 5,905 5,966 

Difference received by foreigners in 
gold and dollars 369 406 1,191 1,459 
Gold -103b = -325b 1,075 397 
Dollars 472 731 116 1,062 
Dollars Accounted for 391 514 9 765 
Errors and omissions 81 217 107 297 
TOTAL DOLLARS 472 731 116 1,062 


Source: Survey of Current Business, Sept. 1959. 


a For 1959 $1375 millions contribution to the International Monetary 
Fund is excluded. 


b Minus figure means foreign gold was sold to the U.S. Treasury for 
dollars. 


¢ Minus figure means investment of foreigners liquidated for dollars. 
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and investments in the United States, these countries are enabled 
to increase their holdings of gold or dollars. The United States 
balance of payments is a summary statement of the aggregate of 
these transactions between the United States and the rest of the 
world. It is this statement that must be examined in order to 
judge the significance and probable future course of the outflow 
of gold and dollars. The trend of change may be viewed by com- 
paring the most recent statement, that of the second quarter 1959, 
with the second quarter statement for preceding years. 

Table 1 reveals that the adverse payments balance is the out- 
come of increased imports without a comparable increase in exports 
together with a continuing high rate of American investment in 
foreign countries. 

Most of the gold and dollars went to the United Kingdom, the 
countries of western Europe and Japan. Both the decline in United 
States exports and the increase in imports reflect improvement in 
the productive capacities of these countries and elimination, at long 
last, of the stubborn postwar “dollar shortage.” Since the United 


TABLE 2 


PRICE INDEXES, UNITED STATES AND SELECTED 
INDUSTRIAL COUNTRIES (1953=100)* 


1953 1954 1955 1956 1957 1958 1959b 
United States: 


Wholesale Prices 100 100 100 104 107 108 109 

Export Prices 100 99 100 108 107 106 107¢ 
United Kingdom: 

Prices, Industrial 


Output 100 100 103 107 110 111 112 
Export Prices 100 99 101 105 110 109 108 
Germany: 
Wholesale Prices, 
Industrial 100 98 101 103 105 106 105 
Export Prices 100 98 98 101 104 103 101 
France: 
Home and Import 
Goods 100 98 98 102 108 121 125.5 
Export Prices 100 99 98 102 112 118 1274 
Japan: 
Wholesale prices 100 99 98 102 105 98 98 
Export prices 100 97 93 96 101 88 89 


a Prices in American Dollars. Prices in other currencies, e.g. French 
francs, would not reflect cost to purchasers in international trade 
because of changes in the exchange rate. 

b First six months. 

¢ Through May only. 

d February only. 


Source: International Monetary Fund, International Financial Sta- 
tistics, October 1959. 
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States has expended over $29 billions of public funds to enable 
these countries to reach that fortunate position,’ it should be a 
source of satisfaction that the objective has been attained. It is 
worthwhile, however, to examine the trend of exports and imports 
in terms of their impact on the United States. 

The change in the relation of imports to exports raises the 
question of whether price inflation in the United States is giving 
a competitive advantage to foreign over American goods both 
abroad and in this country. Although price indexes are not 
strictly comparable among the several countries, they do indicate 
fairly well the relative change that has occurred in each country 
during the time that the adverse trend in United States payments 
has been developing. Table 2 makes these comparisons. 

Apparently Germany and Japan have achieved a significant 
price advantage by holding their prices down while prices in the 
United States continued to creep upward. The same is not true 
for France and the United Kingdom. Nevertheless they may have 
a competitive advantage in the prices of particular commodities 
that are exported in quantities to the United States. Both have 
had a share in the growing market for foreign made automobiles in 
the United States, and rising numbers of automobiles imported 
into this country may be partly explained by prices at which they 
have been offered. 


TABLE 3 
QUANTITIES AND AVERAGE PRICES OF U. S. 
IMPORTS OF AUTOMOBILES 1953-1958 


No. Automobiles Average f.o.b 
Year Imported in 1000’s unit value 
1953 27.1 $1550 
1954 34.6 1300 
1955 57.1 1210 
1956 107.7 1175 
1957 259.4 1160 
1958 432.6 1130 


Source: Walter Lederer, “Adverse Balance in Foreign Pay- 
ments,” Survey of Current Business, June, 1959. 


3See Robert J. Barr, “New Competition in Foreign Trade,” Marquette 
Business Review, Oct. 1959, p. 9. 
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Trends in Exports and Imports: The most dynamic element 
in the adverse balance appears to be the rising volume of imports. 
The increase shown in Table 4, about 734 millions, has been broken 


down into major categories by the United States Department of 
Commerce. 


TABLE 4 
IMPORTS BY MAJOR CATEGORIES 


(Millions of dollars) 


2d quarters (April-June) 
Change 1959 
1956 1957 1958 1959 from 1956 


Total General Imports 3,120 3,210 3,149 3,854 734 
Food, beverages, medicinals 784 739 8 97 
Coffee 326. 262.12 -78 
Cattle, meat, fish 99 108 173 217 118 
Other 359 395 416 S7 
Petroleum and products 309. 38h. 347 38 
Materials used Principally in 
non-durables, total 564 560 500 658 94 
Fibres, furs, hides & textiles 208 178 140 233 25 
Newsprint & pulp 255 143. 232 . 259 4 
Other 101 139 128 8 166 65 
Materials used principally in 
durables, total 799 782 608 840 41 
Iron ore 65 76 59 83 18 
Iron & steel products 59 73 04 164 105 
Other major metals & products 440 421 335 364 -768 
Crude rubber 90 89 49 84 -68 
Other 145 123 101 145 0 
Materials used principally in 
construction, e.g. lumber 124 97 164 40) 
Capital equipment, total 98 108 127 165 67 
Agricultural machinery 28 28 38 57 29 
Other 70 80 89 108 38 
Finished consumer goods, total 291 352 = 373 589 298 
Automobiles and parts 34 78 ly aby 183 
Other gor 206°: S72 115 
Other commodities 151 iso. 210 59 
Source: U. S. « of Commerce, Survey of Current Business, Sept. 
1959, p. 12. 


*« Decrease from 1956, 


Much of the increase in imports reflects American consump- 
tion spending. During the recession of 1958, personal income and 
personal consumption expenditures, in the aggregate, did not de- 
cline. Formerly, when the United States experienced a recession, 
the balance of trade remained strong because imports, mostly raw 
materials for industry, decreased. With foreign penetration of 
the consumer goods market, the conditions determining the bal- 
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ance of trade are somewhat reversed. And the high and rising 
standard of living in the United States draws more and more on 
resources from all over the world.* 


The rise in imports of “materials used principally in durables” 
is accounted for in its entirety by iron ore and iron and steel pro- 
ducts. The extraordinary increase in imports of these products 
in the first half of 1959 is partly explained by anticipations of work 
stoppages and the relatively slack demand in other producing 
countries. Nevertheless, the fact that imports in the second 
quarter of 1958, a recession period, held well above the level of 
former years, indicates a relative improvement in the competitive 
position of foreign steel. This fact may have some relation to the 
current labor dispute over working rules in the American steel 
industry. 


Some part of the remaining increase, e.g. meats, may be attrib- 
utable to temporary and non-recurring shortages in domestic sup- 
plies. Nevertheless, it is not to be expected that imports will again 
fall to their former level. The current deficit in the United States 
payments balance will continue in the foreseeable future, even 
though it may be somewhat smaller, unless exports are expanded. 


It is easy, however, to underestimate the potential strength 
of the United States exports if only the very recent figures are 
examined. There is apparently a strong underlying trend of in- 
crease. The extraordinary volume in 1957 was the result of an 
unprecedented rate of expenditure for direct investment in foreign 
countries. The result is to make current export volume look small 
by comparison and to give the impression of a decline. It was 
the slacking off, in 1958, of this volume of investment which 
allowed total export volume to decrease so markedly. 


A comparison of the trend of growth of exports with that of 
imports over a longer period of time will give a more dependable 
indication of the probable trade balance to be expected in the fu- 
ture. The increase in imports since 1953 compares with the 
increase in exports as follows): 


4Tbid., p. 4. 
5Survey of Current Business, July 1955, p. S-21 and Sept. 1959, p. 10. 
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Year Ended 
March 31, Percent 
1953 1959 Change 


Imports of merchandise 10,954 13,361 22 
Exports of merchandise 12,383 15,956 29 


By this comparison the rate of growth of United States ex- 
ports exceeds that of imports. There is necessarily an element 
of subjective judgment in the periods chosen for comparison, but 
the comparison over a longer period partly eliminates the influ- 
ence of non-recurring elements that would distort conclusions 
drawn from the short-term fluctuations. 


For the same period, March 1953 through March 1959, a 
breakdown of the United States exports by percentage changes 
of different classes of commodities fully supports the rate of growth 
indicated by the above rough comparison. This information is 
shown in Table 5. If the percentage change of the table is applied 
to these groups of commodities as of the year ended March 1959, 
it shows a projected overall increase of more than 40% for the 
next six years. Unfortunately, data are not available to make a 
similar analysis of the growth of imports. 


TABLE 5 
VALUES OF UNITED STATES EXPORTS IN SELECTED 
YEARS BY CLASSES OF MERCHANDISE THAT 
INCREASED OR DECREASED, 1953-1959 


Billions of Dollars 
Percent Change 
1953 1957 1959 1953-1959 
Values of Classes of 
Goods that increased 
65% or More 1.9 4.2 4.0 110 
Values of Classes of 
Goods that increased 
30% to 64% 3:1 5.3 4.4 42 
Values of Classes of 
Goods that increased 


0 to 30% 4.6 6.8 5.3 15 
Values of Classes of 
Goods that Decreased 25 3.0 2 -16 


Source: U. S. Department of Commerce, Survey of Current Business, 
June 1959, p. 19, 


In Table 5 the group of items showing highest rate of increase 
is composed of such things as industrial chemicals, construction and 
mining machinery, primary metals, and some metal manufactures. 
The United States still retains a technological lead over the rest 
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of the world in the production of these items. Such commodities 
as finished textiles and passenger automobiles, that is, manu- 
factures in which other industrial nations are rapidly catching up 
with this country, declined. It seems probable that, in the long 
run, the volume of United States exports will depend on continued 
scientific and technological advances in production. The compari- 
son of the growth trend of exports with that of imports suggests 
that the trade balance will continue to supply at least a substantial 


part of the surplus required by the investment of American capital 
abroad. 


Foreign Investment and the Overall Balance: The rate of 
foreign investment by American business firms began to rise in 
1954 and reached a peak in 1957. It dropped in the latters part of 
1958 and the first quarter of 1959. The most recent figures show 
some increase in the 1959 second quarter.° Foreign investments 
in the future seem likely to continue at a rate substantially above 
that of the years prior to 1954. It is generally accepted as de- 
sirable that foreign investment continue at a relatively high level, 
because it adds to the productivity of the countries in which the 
investment is made. The privilege of investing freely abroad is 
also consistent with views generally held in th's country concern- 
ing the desirability of freedom of enterprise. But the capacity of 
the United States payments balance to sustain this flow of invest- 
ment without a continuing heavy drain of gold and dollars depends 
on the continued expansion of exports. 


It must be noted, however, that the increasing gold and dollar 
balances that the rest of the world is gaining by transactions with 
the United States provide the most favorable conditions for further 
growth of United States export trade. The more dollars and gold 
that foreign countries acquire, the more willing they are to buy 
American goods. The improvement in their dollar balances en- 
abled some of the leading countries to make their currencies freely 
convertible in the latter part of 1958. Recently they have removed 
some restrictions that discriminate against American goods, but 
some important discriminatory controls remain. 


On the point of trade restrictions the government may choose 
one of two alternative policies, which are, for political reasons, 
mutually exclusive. It may continue to press, as it has since the 
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end of World War II, for further relaxation of controls that dis- 
criminate against American export goods, or, it may, influenced 
by concern about fore’gn competition and the continuing outflow 
of gold and dollars, impose restrictions that have the effect of re- 
ducing imports. The latter policy invites similar measures on the 
part of other countries in retaliation and would, in general, prob- 
ably cause them to give little consideration to requests that they 
lift their trade barriers. 


Monetary Aspects: In the United States (except for some 
quantitatively unimportant kinds of currency) the principal mone- 
tary function of gold is the requirement that twenty-five percent 
reserve of gold be held by the Treasury against Federal Reserve 
notes and Federal Reserve deposits. These are the two most import- 
ant kinds of money in this country, since the one is the most import- 
ant currency and the other constitutes the reserves of the bank- 
ing system. At present they stand at $28,414 millions and $26,573 
millions respectively.’ Twenty five per cent of these two sums 
amounts to $13,747 millions. Actual gold stock on hand, after 
the recent outflows, is $19,600 millions. The margin left for 
additional expansion of the money supply and to meet additional 
export demands is approximately $5,853 millions. If there is any 
validity in the projection of a trend of growth in United States 
exports, this amount is a sufficient margin to cover any probable 
deficits in the balance of payments for a considerable period of 
time. If the United States should ‘ollow policies that bring about 
a substantial price inflation, howev«r, large payments deficits with 
the rest of the world might sharply reduce this margin in a relative- 
ly short time. It would become necessary either to impose con- 
trols on international trade or to change the laws in such a way 
as to release much of the gold stock from its present use in the 
monetary system. A third, but undesirable, alternative would be 
to abandon international convertibility of the dollar into gold—a 
course tending toward giving up the place of the dollar as the 
leading currency of the world. 


Foreign banks, foreign governments and foreign business firms 
hold their dollar balances mostly in the form of deposits in Ameri- 
can banks and short-term securities of the Federal government. 


7Boatd of Governors of the Federal Reserve System, Federal Reserve 
Bull Sept. 1959, pp. 1155-56. 
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These dollars claims against the banks and the Treasury can be 
converted into gold. At present they amount to about 18.6 billions 
of dollars.° If, as some of the recent comment has contemplated, 
all these claims should attempt to convert into gold, the gold stock 
held by the United States Treasury would prove inadequate. This 
comment, however, is like pointing out that a bank does not have 
enough cash on hand to pay all of its depositors at the same time. 
Nobody expects it to, because all the deposits are not likely to be 
withdrawn at the same time. 


The United States should not, however, under influence of 
alarmist or irresponsible elements, do anything that would indi- 
cate a serious lack of confidence in the dollar as a strong currency. 
Such an action is perhaps the only thing that would cause a sub- 
stantial part of the holders of the $18.6 billions of dollar balances 
to demand gold for their dollars. There is no basis in the recent 
state of the United States balance of international payments for 
any lack of confidence in the dollar. 


On the other hand the large volume of dollar claims is strong 
evidence of the willingness of foreigners to hold dollars—evidence 
that the dollar is still regarded as the currency with world-wide 
acceptability. Dollars have been more used than gold as inter- 
national currency reserves throughout the postwar period. Neither 
the holding nor the spending of these dollars creates any problem 
for the United States—only the unlikely event of their being used 
to purchase gold from the Treasury would require some adjust- 
ment in this country. 


Much of the recent foreign purchases of gold reflects the 
special circumstance that the purchasing countries have just now 
attained the objective of making their currencies freely convertible. 
They require gold to serve as additional monetary reserve and as 
international currency to meet possible temporary balance of pay- 
ments deficits. This demand for gold is a non-recurring one and 
will not persist indefinitely. 


In general, if the dollar is kept strong by avoiding any major 
inflationary developments, the recent and continuing deficit in the 
balance of international payments poses no immediate danger to the 
monetary system. 


p. 1212. 
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Summary and Conclusions: The trends over the past six years, 
of exports and imports of the United States indicate that, despite 
some relative price advantages gained by Germany and Japan, 
American exports are still effectively competitive. The recent 
gains in foreign owned dollars balances and gold have supplied 
the necessary conditions for further relaxation of trade barriers 
that discriminate against dollar goods. These barriers have often 
put an absolute limit on the export sales of American business. 


The recent balance of payments deficit and the recent gold 
purchases by foreigners have been partly due to special combina- 
tions of circumstances that are not likely to recur. Nevertheless, 
American business is facing stronger competition in some areas, 
and would be handicapped by any substantial degree of price infla- 
tion. It may be observed, however, that the competition may, in 
itself, aid in holding down the level of prices. Confidence in the 
competitive efficiency of American business would suggest further- 
ing the expansion of exports to restore equilibrium in the balance 
of payments. 
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ENTREPRENEUR BEHAVIOR IN THE LARGE 
CORPORATION 


Emerson O. HENKE 
Baylor University 


I. AN EMPIRICAL OBSERVATION 

Early economists were not familiar with the corporate form 
of organization as it has been developed in the United States. 
Nevertheless, the fundamental theory has sufficed basically to explain 
economic behavior of business firms as long as the use of wealth 
was controlled by its owners. Today, as a result of diffusion of 
ownership, proxy voting and other devices, we have to a large 
extent severed this relationship in the large corporation.! Berle 
and Means? express it as “dissolution of the atom of property.” 
Some students of business, such as Thorstein Veblen in Absentee 
Ownership, have observed this situation occurring. Their studies, 
however, have generally centered around discovering evidence of 
existence of the problems and ascertaining the devices allowing 
such situations to occur. 


These studies have pointed out that in many large corporations 
only a very small percentage of the stock is actually held by boards 
of directors and officers. It also is noted that salaries of execu- 
tives are frequently so large that dividends on their small interest, 
even if all earnings were distributed, would be insignificant by 
comparison.* Instances of interlocking directorates with manage- 
ment frequently more interested in the welfare of outside firms 
than the one they were managing have been cited.5 Correlation 
between salaries of management and earnings of the firm have been 
shown to be almost non-existent.® 


These observations certainly point to the existence of owner- 


1Adolph A. Berle and Gardiner C. Means, The Modern Corporation and 
Private Property, (New York: Commerce Clearing House, 1932), pp. 47- 
118 


2Ibid, p. 8. 
3Temporary National Economic Committee, Bureaucracy and Trusteeship 


in the Large Corporation, Bulletin No. 11, U. S. Government Printing Office, 
1940. 


4Berle and Means, op. cit., p. 122. 
5Tbid, p. 123. 
6TNEC, op. cit., p. 91. 
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ship-control separation among large corporations today. It has 
been generally agreed that devices which permit this separation 
include the proxy system of voting for absentee stockholders, 
powers of management under normal corporate regulations to 
appoint and control the proxy committee, diffusion of ownership 
over wide geographical areas, ability to use firm funds in contest- 
ing objectives from minority stockholders, inactive directors, and 
other practices of less importance. 


This division places the entrepreneur in a significantly differ- 
ent position from the one he occupied when he was directly con- 
trolled by owners and rewarded on the basis of profits over and 
above returns to capital. Although this would appear to call for 
a modification of economic thinking regarding the behavior of the 
entrepreneur, little has been written on the subject. Although 
economists have recognized the limitation of the profit maximiza- 
tion motive”? in the light of the desire for leisure, security, and 
certain other motives, they have continued to base their analysis 


on the principle of rather direct control by owners. It seems 
further study is needed. 


In this article, the author has attempted to develop certain 
postulates which he feels help describe the behavior of an entre- 
preneur under such conditions. Some consideration has also been 
given to their implications for the economy. 


II. TRADITIONAL INTERPRETATION OF ENTRE- 
PRENEURIAL BEHAVIOR AND MODIFICATIONS 
SUGGESTED 


The present economic approach to the various problems of 
pricing, production, etc., is based on the assumption that our 
society operates as it does because its individual members act in 
a rational manner by attempting to maximize their want-satisfac- 
tions. This, in terms of the firm, implies maximization of profits. 
Such maximization of profits long has been interpreted as the con- 
trolling motive of the entrepreneur-owner since his reward took 
the form of profits over and above normal returns on invested 
capital. 


The principle of profit maximization in the firm lends itself 


7G. L. Evans, “The Entrepreneur and Economic Theory,” American 
Economic Review, May, 1949. 
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readily to economic analysis and has been the basis of the marginal 
approach to various economic problems. With it the economist 
could present graphically a picture showing output at the point 
where marginal revenue equalled marginal cost. In this way 
a basic pattern of thinking which is useful as a starting point 
could be established. Currently economists have recognized that 
the principle should in reality be maximization of present value to 
allow for uncertainty and expectations. Some contemporary 
economists have recognized the weakness of the profit maximiza- 
tion assumption and have substituted maximization of satisfaction 
for it. This recognizes that the entrepreneur-owner will possibly 
place certain values on leisure, etc., as well as on profits earned. 


Fundamental to economic analysis as related to entrepreneur 
behavior is the assumption that something approaching a “perfect” 
market for entrepreneur services exists. This would mean that 
buyers and sellers of such services, by bargaining, would reach a 
point where earnings of the entrepreneur would adjust to the 
difficulty of the task to be performed. Such adjustment presum- 
ably, in the case .: the entrepreneur, would come by acceptance 
of, or movement to the opportunity involving the largest profit 
by the most able entrepreneur. It implies effortless and friction- 
less mobility between various entrepreneurial opportunities and 
separation of interests between these opportunities seeking entre- 
preneurial services and those entrepreneurs seeking to place their 
services most profitably. The realism of this assumption, how- 
ever, can be questioned in at least one respect even with owner- 
ship-control integration. Empirical observation would lead us to 
believe that technical differences, even within the same industry, 
tend to limit mobility. Further questions arise in our model 
when management assumes control and thus eliminates separate- 
ness of interests between the entrepreneur and the ones employ- 
ing his services. 


Fundamental even in these observations, however, is the as- 
sumption that there is integration of control and ownership. The 
entrepreneur is still the owner or is directly controlled by the 
owner so that his actions must be governed by satisfaction to 
ownership. His primary concern must be the welfare of the firm. 
Today, however, as pointed out earlier in this article, a new situa- 
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tion faces economists in terms of the large corporation with widely 
diffused owners. In these cases, where ownership has essen- 
tially been separated from control, further modification is necessary 
if a realistic theory is to be developed. 


Now let us consider what modification in thinking is called for 
in the light of such a change in our economic structure, If owners 
no longer, for practical purposes, control management, what 
changes will result in entrepreneurial behavior? The first observa- 
tion might well be that management, being no longer under the 
control of owners, will maximize its want satisfaction rather than 
owner want satisfaction as conventionally assumed, As a device 
for further exploring this idea let us see what would logically 
occur under the assumption that management personal satisfaction 
within the broad limits of possible governmental intervention or 
stockholder rebellion becomes the controlling motive in the de- 
cisions and policies of a business, Tt may also be said that man- 
agement enjoys, in such a situation, monopolistic powers over its 
own services by controlling within broad limits its remuneration as 
well as its productivity, lnjoying a situation with security of 
position, it seems that the entrepreneur is then likely to think in 
terms of a career with a particular firm, Having made these basic 
assumptions, the problem then becomes one of determining what 
management really wants for itself and how these wants can be 
satisfied, 


Ill. SUGGESTED POSTULATES OF ENTREPRENEUR- 
IAL BEHAVIOR IN THE LARGE CORPORATION 


What then is a logical assumption regarding motivating drives 
for management as defined in this paper? G, L. Evans’ suggests 
that management is motivated by certain psychological drives, 
which he lists as (1) Power, (2) Adventure, and (3) Security. It 
seems that each of these in turn can be analyzed to include certain 
motives broadly reconcilable within each of them. Power, for 
example, would include such motivating forces as satisfaction from 
increased financial remuneration, increased prestige, creation of a 
business empire, and satisfaction from the joy of overcoming com- 
petitors. 


9Tbid. 
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Most psychologists probably would agree that the power drive, 
with its attendant motivating factors, is the one most likely to be 
controlling in the executive personality. This would seem to be 
particularly true during management's early career with a firm. 


The adventure drive can probably also be observed as a motiva- 
ting factor guiding the actions of some executives. Its importance 
in this situation, however, seems to be limited by the predomi- 
nance of the power drive and the fact that the resulting behavior 
would, to a large extent, parallel that coming as a result of the 
power drive, 

The security drive seems likely to be controlling after a cer- 
tain stage in career and firm development has been reached, For 
some entrepreneurs this transition would likely oceur early in 
their careers while in others it would probably oceur much later, 


A fourth drive sometimes noted as present at later stages of 
an entrepreneurial career is leisure, It seems reasonable, however, 
that it could be looked upon only as a restraining influence on the 
power and security drives, 


For purposes of this article let us then assume the existence 
of a certain pattern of these drives which appears to be reasonably 
logical for the executive personality. This pattern may be out- 
lined as follows, As individuals or groups are given the authority 
of top management the desire to satisfy the power drive is as- 
sumed to largely control their actions, After the power drive has 
heen somewhat satisfied the analysis shall assume that the desire 
for security becomes controlling, This fundamentally recognizes 
that the marginal utility of power achievement declines as greater 
power is realized, At some point the marginal utility of security, 
which has been recognized only to a very small degree up to this 
point, will become greater than the utility of further power, With 
this pattern assumed, let us attempt to develop certain general 
postulates of behavior to be expected from management under 
the conditions observed above. 


As management assumes control of a firm, certain satisfac- 
tions under the power drive would then be sought. These seem 
to include increased remuneration, joy of overcoming competitors, 
social prestige, and the creation of a business empire. Some of 
these factors constitute a means of accomplishing others. In order 
to achieve increased remuneration, it will often be necessary to 
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overcome competitors and, thus, move toward the creation of a 
business empire. Social prestige is usually a by-product of. the 
other factors. In other words, having achieved the other objec- 
tives, or partially accomplished them, social prestige would gen- 
erally follow. Fundamental to all of them in most cases, however, 
is increased remuneration. That end must, in reality, be achieved. 


The question shall then be asked: How can increased remuner- 
ation be achieved? It should be remeimbered that stich benefits 
inay come from salaries, botitises, pensions, or from profits of 
other sinaller fittis in which the management may be more heavily 
interested as owners. If it is trie that, within broad limits, stich 
payinetits to are deterinitied by tianagemerit itself 
ii some large corporations, recognition iitist be given to stich 
things as will enable it to “vote” these benefits to itself. In other 
words, what conditions must the entrepreneur seek to bring about 
to justify inereases in his remuneration? In examining eompensa- 
tion of executives of large corporations, little correlation is found 
hetween profits and such remuneration.’ On the other hand, 
it seems that large companies pay higher compensation irrespec- 
tive of earnings than small ones.!! Only in a large firm is the 
volume of operations sufficient to enable payment of large man- 
agerial remuneration, Next one might ask the question; Is im- 
mediate or eventual maximization of remuneration desired? Since 
management is, as pointed out earlier in this article, not excep- 
tionally mobile, it probably is reasonable to assume that maximiza- 
tion of remuneration over the ordinary length of an executive 
career will be the controlling motive. How then will the entre- 
preneur behave under these conditions ? 


In the prosperity phase of the business cycle it seems the firm 
will seek to expand its facilities. It may attempt to accomplish 
this end by such a device as extreme utilization of mass produc- 
tion techniques. Such action makes expansion necessary to take 
advantage of economies associated with this mode of production. 
New ideas and innovations will be adopted readily. Expansion 
of operations into the manufacture of related products would be 
characteristic of this period. The adventure drive here coincides 
with the power drive. This probably would mean a pricing policy 


10TNEC, op. cit. 
1lJbid., p. 113. 
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which would attempt to secure for the firm a larger share of the 
market. In an oligopolistic industry this could well mean a price 
war to force competitors out of the industry. Of course such 
tactics would be resorted to only in situations where management 
felt that its ability to absorb losses for a time was greater than 
that of some of its competitors in the industry. 


In other instances management tay feel that it must “stay it 
line” insofar as prices are concerned, but will seek to acconiplish 
its expatision through increases of its sales effort and by other 
ineatis less likely to bring retaliation. Large expendittires will 
he inetitted in these areas to try to secure for the firm a larger 
share of the tiarket and thts justify the expatision of facilities. 


Where the opportunity presents itself, the technique of dif: 
ferential pricing probably would be practiced to attempt to realize 
an enlargement of the firm market and thus justify expansion of 
facilities, In sueh instanees the differential price may well be 
used as a tool for foreing liquidation of isolated firms selling only 
ina small area, Sueh a poliey may enable management to accom- 
plish the ultimate objective of expansion hy acquisition of sueh 
local facilities at a favorable price after price competition has 
forced the local firm to discontinue its operations, At this point 
it is well to observe, however, that one of the broad limits begins 
to present itself in terms of possible government intervention, Fear 
of such intervention would modify, to some degree, the extent to 
which such a policy would be carried out, 


Efficiencies within the organization, particularly insofar as 
labor and material usage are concerned, will be part of the policy 
of management. This will enable it to provide a better case for 
expansion. Production will in large measure be standardized to 
encourage the further use of the mass production technique and to 
help justify expansion. At this stage, also, the quality of the pro- 
duct within the realm of price policies will be stressed to help 
expand the firm’s share of the market. Division of labor will be 
practiced to an extreme degree as mass production techniques are 
developed. Innovations in production technique will be exploited 
to an important degree at this stage in an attempt to secure more 
efficient production. 


Up to this point the decisions and policies of management are 
somewhat similar to the policies and decisions we could expect an 
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owner-entrepreneur to make. It is perhaps true that the motive 
to expand would be greater for the entrepreneur not controlled 
by owners. An expansion of policy would be followed by owners 
only if the possibilities of increased dividends appeared likely. 
In the case when the entrepreneur is separated from the owner 
the motive to expand comes to some degree from the desire for 
size as a basis for justifying larger salaries, bonuses, ete, and 
satisfying other motives mentioned above. These are not direct- 
ly dependent upon larger relative returns but on a larger volume 
of operations, Maintenance of solvency, however, must be a con- 
sideration, Thus, under the situation when management is separat- 
ed from ownership, some overexpansion appears to be likely; 
but possible insolvency of the firm and possible government inter- 
vention constitute limiting factors for such expansion, 


Actions of the entrepreneur in the depression phase of the cycle 
are likely to be somewhat different than those observed above. 
Since he is seeking to maximize remuneration over a career, his 
immediate concern will be continued solvency of the firm, This 
will involve a more conservative policy aimed at continuing the 
existence of the firm as a source of remuneration, It seems that 
such policy might well involve the delaying of all possible expendi- 
tures such as maintenance. It is entirely possible that the life 
of the firm in some instance may be deliberately prolonged beyond 
the point least disastrous to owners equity. Dividends and other 
outlays will be reduced to a minimum during such a period while 
management remuneration will be among the last to suffer,’ 


This then leads us to the conclusion that firms of the type 
mentioned above will tend to push their expansion policy to the 
limit in the prosperity phase of the business cycle and to pursue 
a more conservative “avoid bankruptcy” policy in depression 
phases. The first concern, however, even in a depression, will 
not be the security of earnings. Rather, it will be the security of 
salary for management; and such remuneration is likely to be cut 
back (as would other costs and dividends) only if failure to do so 
would be likely to cause bankruptcy. 


How does management secure capital for expansion when it 
reaches the stage where it has a case for increasing its facilities? 
Retention of earnings presents one very likely possibility. Since 


12]bid., pp. 111-112. 
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management is, by assumption, a non-owner or a very small stock- 
holder, it will not be greatly concerned by a conservative dividend 
policy. It very likely will pay dividends only to the extent felt 
necessary to keep the stockholders in their present passive state. 
It is at this point then that we must recognize another broad limit- 
ing factor—the possibility of the conversion of the corporation 
from a situation of control-ownership separation to one in which 
ownership again becomes active in controlling the actions of the 
corporation, Theoretically the owner would tend to maximize his 
return by reinvesting his earnings only if a return equal to that 
attainable for similar investments elsewhere could be obtained, 
The entrepreneur separated from control would not consider this 
factor in retaining earnings in the business, 


The sale of stock constitutes a second possible source of capital 
provided it can be sold without developing a concentration of con- 
trol to the point where owners would become active again. On 
the other hand, it may be a means of more widely diffusing owner- 
ship and thus be advantageous to management’s practice of per- 
petuating itself. Bonds may be sold as a third possibility. One 
difficulty with this plan for a management of the type being dis- 
cussed here is that a bond issue may endanger the solvency of the 
firm if a serious decline of earnings should occur. 


Thus, from the point of view of a management wishing to ex- 
pand as a basis for maximizing remuneration, the retention of 
earnings as a source of capital perhaps presents the best plan. Sale 
of stock probably would be a second alternative but not likely to 
he adopted unless necessary. 


If owner-divorced management is to maximize its remunera- 
tion, what will happen after the business has expanded to a con- 
siderable degree? Having reached the point where it is working 
with a larger plant, it is able to provide more remuneration for 
itself in the form of increased salaries, bonuses, pensions, etc., than 
could be paid while the company was expanding. Also, other 
objectives such as social prestige, satisfaction of overcoming com- 
petitors, and satisfaction at the creation of a business empire have, 
to some degree, been achieved. Such a management would seem 
to have reached the point where the marginal utility of added 
remuneration and other achieved satisfactions would be consider- 
ably smaller than was the case in the earlier stages during the 
expansion of the firm. Therefore, other controlling objectives 
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begin to appear. It should be empasized that this might occur 
at different points in the expansion period depending on the. sub- 
jective valuations placed on these drives by the entrepreneur. In 
many instances the desire for a business empire is such an im- 
portant motive that the expansion will be carried beyond the opti- 
mum point for even maximum remuneration. In other instances 
different desires may become controlling much sooner. 


When the marginal utility of the power motive declines suf- 
ficiently, the security motive, which involves both security of self 
and family, becomes controlling. At this point a new set of re- 
actions to various problems is noticable. As a step toward the 
satisfaction of this goal, employment within the firm at liberal 
salaries of favored sons or sons-in-law would be expected. Empiri- 
cal observation bears out the fact that such actions are frequently 
taken. Establishment of pension plans mentioned above may also 
be correlated with the motive of security. Since, as noted earlier, 
management has limited mobility among firms, it will begin to 
place greater emphasis on solvency of the firm as a means of 
security for itself. At this stage management will be much less 
inclined to take chances involving risks such as were taken in 
the period when expansion was the immediate objective. Pricing 
policies will tend to remain in line with those of other firms in 
the industry. Pricing formulas will be more readily adopted and 
will be adhered to more rigidly. The desire to maintain the firm’s 
share in the market will be present, but there will be little inclina- 
tion to try to enlarge upon it. 


Production efficiencies will be watched, but innovations will 
be adopted only when well proven. At this stage organization of 
defined procedures rigidly adhered to in every day operations also 
would be a characteristic of the firm. Inflexibility and lack of 
innovation are two terms that probably explain, as well as any, 
the general over-all picture existing when security is sought. It 
should be emphasized, especially at this point, that security of 
management remuneration is the immediate goal; and continued 
solvency of the firm is a necessary factor in maintaining such 
security. It may be observed that the idea of preserving the status 
quo can be correlated with the motive of management security in 
this situation. 


During this stage it may also be found that the desire for lei- 
sure time becomes an important motive affecting decisions and 
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policies. It is likely that a special effort will be made to build an 
executive staff to which many of management’s responsibilities 
can be delegated while still maintaining over-all control. There 
will be less tendency to promote new ideas because of management 
time involved. It is likely, nevertheless, that the tendency toward 
delegation of authority and absentee management would be limited 
by the fear of a loss of security. In other words, security generally 
would be basic and would not be sacrificed for leisure. 


Postulates of management behavior in the model situation then 
might well be summarized as follows: 


1. There will be a tendency, during the early development of 
the firm, toward maximization of size as a means of providing 
large remuneration to management. This would probably involve 
the use of such devices as differential pricing where possible, ex- 
pansion of selling effort and costs, extensive use of mass produc- 
tion technique, quick adoption of innovations, and maintenance of 
efficiency in production. 


2. Expansion will tend to go beyond the optimum size (for 
maximization of profits) because of the possibility of greater satis- 
faction of the power motive with increased size. 


3. Funds for expansion purposes, where possible, will be 
secured by retention of earnings, which involves a policy of paying 
dividends only to sufficient amounts to keep stockholders passive. 
Such payments might be thought of as becoming more in the nature 
of non-contractual interest payments under the assumed conditions. 
The earnings would be retained without thought of maximizing 
return to potential owners of such funds. 


4. When the firm has expanded materially, management will 
begin to place more emphasis on security of position at which 
stage resistance to change becomes a noticeable characteristic. 
Innovations will be adopted with reluctance; price formulas will 
be proposed and adhered to more rigidly; and expansion, for the 
most part, will cease. Prime considerations will be the mainten- 
ance of position and the prevention of insolvency. 


5. Management would generally tend to be optimistic and push 
expansion to a maximum during prosperity periods, while plac- 
ing emphasis on solvency and conservatism during the depression 
phases. 
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6, Factors broadly limiting the extent of the above mentioned 
tendencies would be the fear of government intervention, fear of 
insolvency of the firm, and fear of activating control by currently 
passive stockholders. 


Having developed postulates of behav.or from an analysis of 
the model situation, let us now consider certain modifying factors 
found in the business world. The analysis above necessarily 
ignored the possible effort of certain automatically exogenous 
forces, such as uncertainty, internal sense of fair play, social re- 
straints, differences of opinion among management personnel, and 
miscellaneous emotional appeals. 


Uncertainty would necessarily prevent complete exploitation 
as suggested above. Lack of knowledge as to the size of the enter- 
prise justifying maximum remuneration without resulting in in- 
solvency during a depression phase would add an element of cau- 
tion to expansion tendencies in prosperity periods. Uncertainty as 
to the outcome of a price war once initiated would cause caution 
in electing to carry out such a move. Uncertainty regarding the 
point at which stockholers will become active again will some- 
what modify the extent of exploitation of owners’ resources. 


A sense of fair play or the human element would limit, to some 
extent, remuneration voted to itself by management and also 
would have a modifying affect on the conservative dividend policy 
suggested above. Thus, the desire to be looked upon by associ- 
ates and the public as a fair and reasonable individual would tend 
to make the actions of management less self-centered. 


Difference of attitude among personalities of management 
would probably make a decision less clear cut than has been sug- 
gested in the model. This would indicate that, in some instances at 
least, a compromise decision would be adopted. 


Appeal to patriotism or the development of other emotional 
appeals would cause some variance from the postulates developed 
in the model. They would tend temporarily to replace power or 
security as a controlling drive. 


IV. IMPLICATIONS FOR TIE ECONOMY 


Let us now consider some of the implications that a growing 
tendency toward ownership-control separation could have on our 
economy, What is likely to be the effect of allocating a monopo- 


— 
: 
2 
2 
4 


ENTREPENEUR BEHAVIOR 


listic profit to management through self-controlled remuneration 
to that factor? Economic theory would indicate that capital 
necessary to these entrepreneurs would be diverted to other more 
profitable ventures. The question may well be asked, however, 
as to what occurs when alternate opportunities represent about 
the same type of investment? This could become the case if the 
large corporation with diffused ownership represented a large 
part of the economic structure. Then for the capitalist the alter- 
nate choice becomes one of saving or consuming. Is it not reason- 
able to suggest then that if returns to stockholers are reduced to 
a point where they are not greater than the disutility of foregoing 
immed ate consumption plus return for risk involved, capital will 
cease to be available in sufficient quantity to provide full employ- 
ment? Thus, should control and ownership separation become 
predominantly prevalent, shortage of investment capital would 
appear to be an eventual result. Entrepreneurs would then be 
forced to provide larger remuneration to investment capital in order 
to secure remuneration for themselves. It appears that manage- 
ment remuneration will then be limited in the long-run analysis 
by what operations will bear and still enable it to pay the owners 
a non-contractual interest in excess of the disutility of foregoing 
consumption plus a return for risk involved. 


How will such policies affect the pricing mechanism of the 
economy? It appears that the use of differential pricing and price 
wars would tend to produce prices not the result of normal pure 
competition equilibrating forces. Eventually it must lead to a more 
rigid price mechanism based on formulas, agreements, cartel 
arrangements, or the like. This would seem to suggest prevalence, 
as the corporation grows in size, of the concept of the “kinked” 
demand curve. 


What, it may be asked, will be the situation regarding plant 
size? Since optimume-size in pure competition is determined by 
the profit maximization motive whereas plant size in the model is 
determined by maximum size with maintenace of solvency, it 
seems that there would be a tendency to expand beyond optimum 
size, Business units would tend to expand to the point where 
management was able to provide maximum remuneration to itself 
in periods of prosperity and allow owners to forego earnings or 
suffer losses during depression periods without the firm being 
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forced to dissolve. As a result idle productive capacity during 
certain periods would seem likely. 


How will such a device affect the business cycle? In view of 
the discussion already presented it would seem that the peaks and 
troughs of the cycle would be higher and lower respectively. In 
other words, the fluctuations during the cycle probably would be 
increased. This would be caused by the tendency to over expand 
during the prosperity phase and the adoption of a ‘“‘prevent bank- 
ruptcy” attitude after passing the peak. 


Most of these implications point to the possible emergence of 
an economy that would be less desirable from the point of view 
of most of its constituents. Does the one that we have known in 
the past not suggest that some effort should be made to curb or 
halt the growing tendency toward ownership-control separation 
which appears to be developing in our economy today? 
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